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STAFF'S REPLY BRIEF
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IN THE MATTER OF THE APPLICATION OF
CHAPARRAL CITY WATER COMPANY FOR A
DETERMINATION OF THE CURRENT FAIR
VALUE OF ITS UTILITY PLANT AND
PROPERTY AND FOR INCREASES IN ITS
RATES AND CHARGES FOR UTILITY
SERVICE BASED THEREON.1 0
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The Staff of the Arizona Corporation Commission hereby responds to the Closing Brief of

Chaparral City Water Company ("Chaparral City" or "Company), which was filed on March 5, 2008.

Staff recommends that the Commission 1) adopt a  fair  value rate of return ("FVROR") for  the

Company that  fa lls  between 6.34-6.54 percent  and 2) deny the Company's  request  to recover

additional rate ease expense. Nothing presented by the Company's Closing Brief warrants a change

in Staffs positions.

1 8 1.

1 9

STAFF'S EVALUATION OF THE PROPER TREATMENT FOR THE FAIR VALUE
INCREMENT FALLS WITHIN THE SCOPE OF THE COURT OF APPEALS'
MANDATE.
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The Company begins its brief by arguing that Staff is somehow foreclosed from offering an

altera t ive to the "backing-in" method that  the Commission previously employed to adjust  the

WACC. Chaparral Br.  at 2. The Company cla ims tha t  the Commission "may not  reopen or

reconsider issues that were not raised on appeal." Chaparral Br. at 1. The Company then claims that

Staff is attempting to relitigate the capital structure issues by substituting a new, hypothetical capital

structure for the one that was approved by the Commission in Decision No. 68176. Chaparral Br. at

26 2. This is not a fair characterization of Staff's approach.

r

As explained in Staffs opening brief, Staffs two alternatives provide a means to adjust the

28 WACC for application to a FVRB, they do not attempt to redo the capital structure underlying the

27



1 WACC. S ta ff's  Op. Br. a t 3-4. The  conce pt of a  downwa rd a djus tme nt to the  WACC for a pplica tion

2 to a FVRB is  cons is te nt with fina ncia l the ory.

3

4

5

6

7

It is  cle a r tha t the  cos t of ca pita l will diffe r from the  fa ir ra te  of re turn
if the  de finition of ra te  ba s e  is  not cons is te nt with the  de finition of
tota l ca pita l us e d in ca lcula ting the  cos t of ca pita l. The  fa ir ra te  of
re turn will va ry, de pe nding upon the  me thod us e d in ca lcula ting the
ra te  ba s e . If a n origina l cos t ra te  ba s e  is  us e d, the  fa ir ra te  of re turn
will e qua l the  we ighte d  a ve ra ge  cos t o f the  u tility's  cos t o f de bt,
p re fe rre d  s tock, a nd  e qu ity, with  e a ch  o f the s e  cos t ra te s  be ing
ca lcula te d on the  ba s is  of origina l cos t. Conve rs e ly, in orde r for the
utility to be  given an opportunity to ea rn the  same  dolla r cos t of capita l
from a  fa ir va lue  ra te  ba se , the  a ppropria te  fa ir re turn will diffe r from
tha t which would be  applied to an origina l cos t ra te  base .

9 Ex. S -R2 a t 32. Ki De cis ion No. 68176, the  Commiss ion a ccomplishe d this  downwa rd a djus tme nt by

8

10 a pplying  the  s o-ca lle d  "ba cking-in" me thod . Although  the  Court o f Appe a ls  s ubs e que n tly

11 de te rmine d tha t the  "ba cking-in" me thod is  not cons is te nt with the  Arizona  Cons titution, the  Court

12 did not pre scribe  the  me thod by which the  Commiss ion mus t de te rmine  the  FVROR, did not criticize

13 the  Commiss ion's  conclus ion tha t the  Compa ny's  me thod would le a d to a n e xce ss ive  ra te  of re turn,

14 a nd did not s e t a s ide  the  Commis s ion's  de te rmina tion tha t it is  ne ce s s a ry to a djus t the  WACC in

15 orde r to de te rmine  a n a ppropria te  ra te  of re turn. S e e  Ex. A-R13, Cha pa rra l City Wa te r Co. v.

1 7

16 Arizona  Corp. Comm 'n, 1 CA-CC 05-0002 a t 13-14, 1] 17 (Ariz.App. 2007) (Unpublished).

The  present inquiry be fore  the  Commiss ion is  how to accomplish the  downward adjus tment to

1 8  th e  W ACC-n o t wh e th e r to  d o  s o . S ta ff witne s s  P a rce ll re comme nde d modifying the  WACC,

19 through the  ca pita l s tructure , to re cognize  the  "fa ir va lue  incre me nt," i.e ., the  diffe re nce  be twe e n the

20 FVRB a nd OCRB. By ide ntifying this  "fa ir va lue  incre me nt," S ta ff wa s  a ble  to s ugge s t a  "fa ir va lue

21 capita l s tructure " by which to then de te rmine  the  FVROR. Ex. S -R5, Purce ll Direct a t 4-5.

The  Company's  a rgument on this  issue  is  somewhat surpris ing, as  it appears  to be  inconsis tent

23 with othe r portions  of its  brie f. S pe cifica lly, the  Compa ny a ppe a rs  to a cknowle dge  tha t the  is s ue

24 pre s e nte d he re in is  how to tre a t the  Fa ir Va lue  Incre me nt. S e e  Cha pa rra l Br. a t 15. The  Compa ny

25 s ugge s ts  tha t the  Commis s ion s hould tre a t the  Fa ir Va lue  Incre me nt a s  if it is  s upporte d e ithe r

26 e ntire ly by e quity or by the  Compa ny's  ove ra ll ca pita l s tructure . Cha pa rra l Br. a t 13-17. It is  highly

27 incons is te nt for the  Compa ny to sugge s t spe cific ra te ma king tre a tme nt for the  Fa ir Va lue  Incre me nt,

22

28
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1 but to s imultaneous ly cla im tha t othe r pa rtie s  a re  foreclosed from doing so. In addition, the  Company

2 is  a lso us ing this  proceeding to seek additiona l ra te  case  expense , an issue  tha t was  neve r mentioned

3 be fore  the  Court of Appe a ls

Fina lly, the  Compa ny's  e ffort to fore clos e  the  Commis s ion from cons ide ring the  a na lys e s

5 offe red by other parties  overlooks both the  breadth of the  court's  manda te  and the  plenary ra temaking

6 a uthority of the  Commiss ion. The  court's  ma nda te  provide s  tha t the  Commiss ion sha ll conduct such

7  proce e dings  "a s  s ha ll be  re quire d  to  comply with  the  de cis ion  of th is  court Ma nda te

8 Cha pa rra l City Wa te r Co. v. Arizona  Corp. Comm 'n, No. l CA-CC 05-0002 (Ma y 29, 2007). The

9 purpose  of this  proceeding is  to es tablish jus t and reasonable  ra tes , and the  Commission has  exclus ive

10 a nd ple na ry a uthority ove r ra te ma king. See, e.g., Ariz. Cons t. a rt. XV,

l l S ta te  e x re l. Woods , 171  Ariz . 295 , 297 , 830  P .2d  807 , 816-18  (1992). The s e  s ource s , in

12 combina tion, would a ppe a r to pe rmit the  Commiss ion to cons ide r the  e ntire ty of the  e vide nce  be fore

13 it and to use  this  evidence  to fashion an appropria te  disposition of this  case

14 I I S TAF F ' S  P RO P O S E D ALTE RNATIVE S  F O R THE  F VRO R ARE  S UP P O RTE D BY
B O T H  T H E  F A C T S  A N D  T H E  L A W ,  A N D  T H E  C O MMIS S IO N  S H O U L D
T H E R E F O R E  AD O P T  A F VR O R  T H AT  IS  C O N S IS T E N T  W IT H  S T AF F ' S
R E C O MME NDATIO NS

At the  outs e t, it ma y be  he lpful to  s umma rize  the  va rious  points  on which S ta ff a nd the

18 Compa ny a ppe a r to be  in a gre e me nt. Firs t, both pa rtie s  a ppe a r to a gre e  tha t the  Commis s ion is

19 re quire d to find the  fa ir va lue  of the  Compa ny's  pla nt de vote d to public se rvice  a nd to use  tha t va lue

20 as a  ra te  base  for purposes  of se tting the  Company's  ra tes . S imms  v Round Va lle y Light a nd P owe r

21 Co. 80 Ariz. 145, 151, 294 P .2d 378, 382 (1956). Second, in this  case , the  parties  a re  not disputing

22 a t le a s t a s  be twe e n S ta ff a nd the  Compa ny-the  nume rica l fa ir va lue  of the  Compa ny's  pla nt. S mith

23 Dire ct a t 12. Fina lly, the  Compa ny a ppe a rs  to re cognize  tha t the  Commis s ion, in this  proce e ding

24 mus t de te rmine  the  ra te ma king tre a tme nt of the  "fa ir va lue  incre me nt" for purpos e s  of de te rmining



1 the  Compa ny's  FVROR. 1 Cha pa rra l Br. a t 13-17. It is  a t this  point, howe ve r, tha t the  pa rtie s ' vie ws

2 be gin to s ubs ta ntia lly dive rge .

3 A.

4

The Commission. Pursuant To Its Constitutional Ratemaking Authoritv, Has
Exclusive And Plenary Power To Determine The Ratemaking Treatment Of The
Fair Value Increment.

The  Company appears  to a rgue  tha t the  Commission is  required as  a  matte r of law to trea t the

6 fa ir va lue  incre me nt a s  if it we re  s upporte d e ithe r e ntire ly by e quity or by the  Compa ny's  ove ra ll

7 mixture  of ca pita l.2 Cha pa rra l Br. a t 12-18. In s upport of its  a rgume nt, the  Compa ny re lie s  upon a

8 North Ca rolina  ca s e , S ta te  e x re l. Utilitie s . Comm 'n v. Duke  P owe r Co., 206 S .E.2d 269 (1974), in

9 which the  court de te rmine d tha t North Ca rolina 's  ra te ma king s ta tute s  re quire d the ir commis s ion to

10 tre a t the  Fa ir Va lue  Incre me nt a s  e quity. The  Compa ny the n conclude s  tha t this  s a me  re s ult is

5

11 appropria te  for Arizona , a rguing tha t

12

13

14

North  Ca rolina 's  s ta tu te  gove rn ing  ra te -ma king  re quire d  tha t "the
Commis s ion sha ll fix ra te s  which will e na ble  a  we ll ma na ge d utility to
e a rn a  'fa ir ra te  of re turn' on the  'fa ir va lue ' of its  prope rtie s  'use d a nd
us e fu l' in  re nde ring  its  s e rvice ." Thus ,  North  Ca ro lina  la w wa s
ana logous  to Arizona  law.

15 Cha pa rra l Br. a t 15 (cita tions  omitte d). Be ca use  of the  Commis s ion's  s ta tus  a s  a  cons titutiona lly

16 crea ted entity, it is  fa r from clea r tha t Arizona  law is  ana logous  to tha t of North Carolina .

It is  ins e c tive  to  re v ie w the  te xt o f the  Duke  P owe r ca se :17

18 [t]he legis la tive  manda te is  tha t the  Commis s ion s ha ll fix ra te s  which
will e na ble  a  we ll ma na ge d utility to e a rn a  'fa ir ra te  of re turn' on the
'fa ir va lue ' of its  prope rtie s  'used and use ful' in rende ring its  se rvice .

20 Duke P owe r, 206 S .E.2d a t 276. This  s umma ry of the  "le gis la tive  ma nda te " follows  roughly five

19

21 pa ra gra phs  in which the  court re produce s  the  re le va nt-a nd le ngthy-North Ca rolina  s ta tute s  tha t

22 govern ra temaking. Id. The  Duke  P owe r opinion is  cle a rly route d in s ta tutory cons truction. This  is

23 in s ta rk contra s t to Arizona  law, which places  ra temaking authority exclus ive ly with the  Commiss ion.

24

25

26

27

1 The  "fa ir va lue  incre me nt" ca n be  de fine d a s  tha t pa rt of the  ca pita l s tructure  tha t re pre se nts  the
diffe re nce  be twe e n the  fa ir va lue  ra te  ba se  ("FVRB") a nd the  origina l cos t ra te  ba se  ("OCRB"). Se e
Ex. S -R5, Pa rce ll Direct a t 5: 8-17.
2 The  Company sta tes  tha t its  proposed FVROR of 7.6 pe rcent is  cons is tent with the  second of these
two a lte rna tive s . Chapa rra l Br. a t 17.

28
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2

3

4

In North Ca rolina , a s  in mos t othe r s ta te s , the  s ta te 's  police  powe r re ga rding ra te ma king

re s ide s  with the  le gis la ture . The  North Ca rolina  court in Duke  P owe r and in previous  ca se s  dea lt

with the  inte rpre ta tion of a  s ta te  s ta tute  a nd a ccordingly conclude d tha t the  s ta tute  re quire d its

Commiss ion to trea t the  Fa ir Va lue  Increment a s  equity. See  206 S .E.2d a t 396, Utilitie s  Comm 'n v

5 Tel. Co., 189 S.E.2d 705, 720 (1972). By contrast, Arizona's Constitution places the state's

6 ratemaking authority exclusively with the Commission. Arizona Corp. Comm'n v. State ex

7 Woods, 171 Ariz. 286, 297, 830 P.2d 807, 818 (1992). While other states determine a variety of

8 s ubs ta ntive  ra te ma king que s tions -s uch  a s  how to  tre a t the  fa ir va lue  incre me nt-by s ta tu te , in

9

10

11

Arizona , it is  the  Commiss ion, pursuant to its  exclus ive  cons titutiona l authority, tha t de te rmines  such

ques tions . In sum, the  trea tment of the  "fa ir va lue  increment" is  a  "necessa ry s tep in ra temaking" and

the re fore  fa lls  within the  Commis s ion's  e xclus ive  juris diction. See Woods, 171 Ariz. a t 294, 830

12 P .2d 807. 815

The  Com pa ny a ls o  a rgue s  tha t Artic le  XV, S e c tion  14  o f the  Arizona  Cons titu tion  (the  fa ir

14 va lue  provis ion) re quire s  the  Com m is s ion  to  tre a t the  Fa ir Va lue  Inc re m e nt a s  if it we re  s upporte d

15 e ithe r by e quity or by the  ove ra ll ca pita l s truc ture .  This  is  a n innova tive  a rgum e nt,  cons ide ring tha t

16 S e ction 14 doe s  not m e ntion the  te rm  "Fa ir Va lue  Incre m e nt" a nd doe s  not s e t forth a ny m e thod for

13

17

18

19

20

21

22

23

determining the fair value rate of return. To state the obvious, Section 14 concerns the determination

of"rate base," as numerous Arizona cases hold. Simms at 15, 294 P.2d 378, 380, Scares v. Arizona

Corp. Comm'n, 118 Ariz. 531, 578 P.2d 612 (App. 1978), Arizona Corp. Comm 'n v. Arizona Public

Service.113 Ariz. 368, 555 P.2d 326 (1976),Etnington v Wright, 66 Ariz. 382, 189 P.2d 209 (1948)

US West Comm. Inc. v. Arizona Corp. Comm'n, 201 Ariz. 242, 34 P.3d 351 (2001),Litenjield Park

Service, Co. v. Arizona Corp. Comm 'n, 178 Ariz. 431, 874 P.2d 988 (App. 1994). The text of Section

14, in its entirety, is quite limited

24

26

27

The  Corpora tion Commiss ion sha ll, to a id it in the  prope r discha rge  of
its  dutie s , a s ce rta in the  fa ir va lue  of the  prope rty within the  S ta te  of
e ve ry public s e rvice  corpora tion doing bus ine s s  the re in, a nd e ve ry
public se rvice  corpora tion doing bus ine ss  within the  S ta te  sha ll furnish
to the  Commiss ion a ll e vide nce  in its  posse ss ion, a nd a ll a s s is ta nce  in
its  powe r, re que s te d by the  Commiss ion in a id of the  de te rmina tion of
the  va lue  o f the  p rope rty with in  the  S ta te  o f s uch  pub lic  s e rvice
corpora tion



c. It Is Doubtful In The Extreme That Arizona's Constitutional Framers Intended To
Require, As A Matter Or Law, That The Commission Adopt Rates That Will
Produce An Excessive Rate Of Return.

1

2 to-*control the  Commis s ion's  de te rmina tion of a n a ppropria te  FVROR. To a tte mpt to e xte nd it to

3 dicta te  how the  Commis s ion de te nnine s  the  FVROR-a nd s pe cifica lly how the  Commis s ion mus t

4 tre a t the  Fa ir Va lue  Incre me nt-s imply goe s  too fa r.

5 In  s umma ry, the n , the  Commis s ion  s hou ld  re je c t the  Compa ny's  a tte mpt to  limit the

6 Commis s ion's  a lte rna tive s  for de te rmining the  a ppropria te  ra te ma king tre a tme nt for the  fa ir va lue

7 increment. By these  a rguments , the  Company a ttempts  to imply tha t the  Commiss ion is  required, a s  a

g ma tte r of la w, to a dopt the  WACC of 7.6 pe rce nt a s  the  FVROR, de spite  the  Commiss ion's  pre vious

9 conclus ion in Decis ion No. 68176 tha t this  re sult would lead to excess ive  ra te s .

10

11

12 1 .

13 In  De c is io n  No .  6 8 1 7 6 ,  th e  Co mmis s io n  d e te rmin e d  th a t th e  Co mp a n y's  p ro p o s e d

14 me thodology will produce  e xce ss ive  ra te s :

The likely result of adopting the Company's proposed methodology will be
higher rates.

15

16

17 De c is ion  No. 68176 a t 27-28  (e mpha s is  a dde d). If o n e  we re  to  u s e  th e  WAC C  a s  th e  F VR O R

18 a pplica ble  to a  FVRB, a s  the  Compa ny propos e s , it is  be yond que s tion tha t highe r ra te s  will a lwa ys

19 re s ult in  c ircums ta nce s  in  which the  Compa ny's  FVRB is  gre a te r tha n its  OCRB. This  princ iple  wa s

20 cle a rly e s ta blis he d a t the  he a ring by witne s s e s  from a ll thre e  pa rtie s . For e xa mple , Compa ny witne s s

21 Zepp a cknowle dge d tha t this  is  the  a rithme tic re s ult.

Th e  ra te  o f re tu rn  me th o d o lo g y a n d re s ulting re ve nue  incre a s e
propos e d by Cha pa rra l City would produce  a n e xce s s ive  re turn on
FVRB.

22 Q. Would you agree  tha t if the  company's  reques t we re  approved
in this  proce e ding the  compa ny will ha ve  highe r re ve nue s  a nd highe r
income  tha n would be  the  ca s e  if its  ra te s  we re  s e t us ing e ithe r of
S ta ffs  proposa ls?

23

24

25

26

A. I a gre e .

27

28

Q. And it would follow tha t the  compa ny's  s ha re holde rs  would
ea rn a  highe r ra te  of re turn unde r the  company's  proposa l than unde r
e ither of the  Staff proposa ls , do you agree  with tha t?



A.
same rate base, you are going to get higher operating income. I agree.

I agree  tha t if we  have  a  highe r ra te  of re turn, multiplied by the
1

2

3

4

Would you agree  tha t if the  company's  7.6 proposa l were  used
a s  the  fa ir va lue  ra te  of re turn, tha t the  compa ny would ha ve  highe r
revenues and higher income than would be  the  case  if its  ra tes  were  se t
under the  so-ca lled backing in method?

A. Ye s .

Q . Would you a gre e  tha t in Arizona  this  would be  the  re s ult for
a ny utility tha t ha s  a  fa ir va lue  ra te  ba se  tha t is  highe r tha n its  origina l
cost rate base?

A. I will a gre e  with  you  tha t ge ne ra lly s pe a king  if you  ta ke  a
numbe r 7.6 a nd multiply it by a  s ma lle r ra te  ba s e  you ge t a  s ma lle r
ope ra ting income  than if you multiply it by a  la rge r ra te  base .

5

6

7

8

9

10
Tr. a t 236-38. S ta ff witness  Pa rce ll discussed the  like ly e ffects  upon othe r utilitie s .

11

12

I think Mr. S mith s a id be fore  tha t the  diffe re ntia l be twe e n the  book
va lue  a nd the  fa ir va lue  of AP S  is  the  ba s is  for the  $1.6 billion. If this
wa s  a pplie d to AP S , the  e xtra  dolla rs , the  impa ct on ra te s  would be
a lmos t s ta gge ring, I would think. $1.6 billion time s  a ny incre me nta l,
tha t's  a  lot of ze ros .

13

14

15

16

17

18

19

20

21

22

23

24

Tr. a t 358. And in his  pre iile d te s timony, RUCO witne s s  Johnson re cognize d this  like ly re sult. S e e

Ex R-R2, Johnson Surre butta l a t 5-6. The  pa rtie s  the re fore  una nimous ly conclude  tha t ra te s  will be

highe r unde r the  Company's  proposed me thod than they would be  unde r the  "backing-in" me thod in

s itua tions  whe re  a  utility's FVRB exceeds its OCRB .

Ba se d upon the  e vide nce  a t the  he a ring, the  Commiss ion ca n conclude  tha t Arizona  utilitie s

ge ne ra lly ha ve  highe r FVRBs  tha n OCRBs . In its  brie f, the  Compa ny a ppe a rs  to cla im tha t FVRB

will gene ra lly exceed OCRB for wa te r utilitie s , due  to the  infla tiona ry pressures  tha t wa te r companies

a lle ge dly e xpe rie nce . Cha pa rra l Br. a t 39-40. The  Compa ny a rgue s  tha t the re  will be  ins ta nce s  in

which va rious  utilitie s  will ha ve  OCRBs  tha t e xce e d the ir FVRBs , the re by re s ulting in lowe r ra te s

unde r the  Compa ny's  ve rs ion of the  fa ir va lue  s ta nda rd. Tr. a t 244-46 . S ta ff witne s s  S mith,

however, te s tified tha t FVRB has  exceeded OCRB in the  Arizona  cases  in which he  has  pa rticipa ted.

Tr. a t 322-23. As  one  ca n s e e  from Mr. S mith's  re s ume , he  ha s  e xte ns ive  Arizona  e xpe rie nce ,

e spe cia lly in e le ctric a nd ga s  ca se s . Ex S -R3, S mith Dire ct a t Rcs -l. Unde r the se  circums ta nce s  in

which the  FVRBs  of Arizona  utilitie s  ge ne ra lly e xce e d the ir OCRBs , Arizona  ra te pa ye rs  ca n look

25

26

27

28

Q.

7



1 forwa rd to ge ne ra lly highe r ra te s  a cros s  the  boa rd if the  Commis s ion we re  to routine ly a dopt the

2 Compa ny's  propos a l for de te nnining the  FVROR.

3 The re  is  no rea son to conclude  tha t highe r ra te s  would be  jus tified or tha t Arizona  regula tion

4 ha s  not produce d re a s ona ble  ra te s . Tr. a t 358-359. As S ta ff witne s s  P a rce ll s ta te d, "it is  not a

5 s itua tion whe re  the  whole  sys te m is  not working, be ca use  the  compa nie s  ha ve  survive d a nd be e n

6 a round for a  long time " Tr. a t 359. Furthe rmore , a  s ys te m tha t produce s  compa ra bly highe r

7 ra te s  would appea r to conflict with the  mos t bas ic tene ts  of ra te  regula tion, i.e ., tha t a  utility should be

8 provide d with ra te s  tha t will a llow it a n opportunity to e a rn a  re turn tha t is  compa ra ble  to thos e  of

9 s imila rly s itua te d e nte rpris e s . Ex. S -R6, P urce ll S urre butta l a t 7-8, Tr. a t 359-60. The  Compa ny's

10 propos a l, if unive rs a lly a pplie d, would produce  windfa ll re turns  to s ha re holde rs . Ex S -R5, P a rce ll

l l Dire ct a t 6-8, EX. S -R6, P a rce ll S urre butta l a t 20, See  a lso Ex. S -R3, S mith Dire ct a t 5, Ex. S -R4,

12 Smith Surrebutta l a t 33. Such a  re sult is  clea rly unfa ir and would not se rve  the  public inte re s t.

13

14

2. The Company's version of the fair value standard has never been adopted
in Arizona.

1 5
The Company seems to be  implying tha t such resulting higher ra tes  a re  required as  a  matte r of

Arizona  la w. According to the  Compa ny,
1 6

1 7

1 8

1 9

2 0

[T]h e  d iffe re n ce  b e twe e n  OCRB a n d  FVRB-th e  FV In c re me n t-
should be  recognized in de te rmining the  ra te  of re turn by aayusting the
utility's  equity ba lance  to include  the  FV Ine rement and then us ing the
a a yus te d  e quity ba la nce  to  de te rmine  the  e a s t o f ca p ita l. Tha t
a pproa ch complie s  with the  fa ir va lue  s ta nda rd by a llowing the  utility
a nd its  e quity inve s tors  to be ne fit from incre a s e s  in the  va lue  of the
prope rty de vote d to public se rvice , but a lso re quiring the  utility a nd its
e quity inve s tors  to be a r the  ris k of obs ole s ce nce  a nd othe r los s  of
prope rty va lue , which would re s ult in a  downwa rd a djus tme nt to the
utility's  e quity ba la nce .21

22 Cha pa rra l Br. a t 16 (e mpha s is  a dde d). Unde r this  re a soning, whe n a  utility's FVRB is  grea te r than its

23 OCRB, the  fa ir va lue  s tanda rd would require  the  Commiss ion to se t ra te s  tha t a re  highe r than those

24 tha t might be  obta ined unde r the  origina l cos t approach This  re sult-orie nte d a pproa ch is  unlike ly to

25 be  the  re sult tha t was  contempla ted by Arizona 's  cons titutiona l framers .

26

27 3 By contra s t, the  Compa ny a ppe a rs  to a rgue  tha t, whe n a  utility's  FVRB is  le ss  tha n its  OCRB, the
fa ir va lue  s ta nda rd conve rse ly re quire s  the  Commiss ion to s e t ra te s  tha t a re  lowe r tha n those  tha t

28 might be  obta ined unde r the  origina l cos t approach. See  Chapa rra l Br. a t 16.

8



2

3

4

5

6

The  conce pt of fa ir va lue  be ga n a s  a  fe de ra l cons titutiona l s ta nda rd, s e e  Duke  P owe r, 206

S.E.2d a t 276, citing Smyth v. Ames,

framers , in adopting Section 14, envis ioned tha t the  Commiss ion would the reby be  empowered to set

rates as low a s  would be  cons is te nt with fe de ra l due  proce ss  re quire me nts . See  Duke P owe r, 206

S .E.2d a t 276. This  inte nt is  not s urpris ing whe n one  cons ide rs  the  populis t le a nings  of Arizona 's

cons titutiona l framers

9

1 0

The  founde rs  e xpe cte d the  Commis s ion to  provide  both e ffe ctive
re gula tion of public s e rvice  corpora tions  a nd consume r prote ction
a ga ins t ove rre a ching by thos e  corpora tions . The  progre s s ive  a nd
la bor force s , two s trong ide ologica l influe nce s  a t the  cons titutiona l
conve ntion, combine d to  promote  s trong commis s ion a uthority to
re gula te  corpora tions , a lthough the  s tronge s t powe r ultima te ly wa s
limited to regula tion of public se rvice  corpora tions

1 2

The s e  ide o log ica l g roups  s ha re d  a  s trong  d is tru s t o f co rpo ra te
P owe rs . As  one  influe ntia l fra me r ... a rgue d, "in a lmos t e ve ry s ta te

corpora tions  ha ve  a ltoge the r too much influe nce  in  the  [s ta te 's ]
dire ction a nd control

14 Woods at 291, 830 P .2d 807, 812 (quoting Journa l of the  Cons titutiona l Conve ntion of Arizona 435

15 (Cronin comp. 1925)) (e mpha s is  a dde d) (cita tions  omitte d). The  Compa ny's  proposa l, which would

16 provide  a  s ubs ta ntia l bonus  to utility s ha re holde rs ,4 is  incons is te nt with this  his tory. Furthe rmore

17 Arizona  la w doe s  not pre scribe  a  me thod for de te rmining the  FVROR, but ins te a d a ss igns  tha t ta sk

18 e xclus ive ly to the  Commiss ion

19

20

3 The Company's criticisms of Staff's first alternative appear to be aimed
at the result, as opposed to the method

Actua lly, both S ta ff and the  Company use  the  same  gene ra l outline  to approach the  FVROR

22 issues : both begin with the  WACC and both discuss  how to trea t the  Fa ir Va lue  Increment in te rms of

23 the  applicable  cos t-ra te . The  Company suggests  tha t the  Fa ir Va lue  Increment should be  trea ted as  if

24 it is  supporte d e ithe r e ntire ly by e quity or by the  Compa ny's  ove ra ll ca pita l s tructure , a nd a rrive s  a t a

25  p ropos e d  FVROR o f 7 .6  pe rce n t.5 Cha pa rra l Br.  a t 13 -17 . S ta ff, by con tra s t, ba s e s  its

28

See  Ex. S-R5, Parce ll Direct a t 6
The  Compa ny's  propose d FVROR, which is  7.6 pe rce nt, is  ba se d upon the  s e cond of the se  two

a lte rna tives . Chapa rra l Br. a t 17



1

2

3

4

5

6

7

8

re comme nda tions  upon a n a na lys is  of the  a ctua l cos ts  unde rlying the  Fa ir Va lue  Incre me nt, a nd

propos e s  two a lte rna tive s  tha t re s ult in a  ra nge  of 6.34-6.54 pe rce nt for the  FVROR. Ex. S -R5,

Pa rce ll Direct a t 5-6, 9, Ex. S -R6, Pa rce ll Surrebutta l a t 12. Because  S ta ffs  ana lys is  is  based upon a

cons ide ra tion of the  Company's  actua l cos ts , S ta ff be lieves  tha t its  re sults  a re  more  reasonable  than

those  offe red by the  Company. Id.

The  Compa ny a rgue s  tha t S ta ffs  firs t a lte rna tive  produce s  re s ults  tha t a re  ide ntica l to the

"ba cking-in" me thod a nd is  the re fore  unla wful. Cha pa rra l Br. a t 33. S ta ff a cknowle dge s  tha t, in the

context of this  remand proceeding, the  firs t a lte rna tive  produces  the  same result in an a lgebra ic sense

9 a s  the  "ba cking-in" me thod. Se e  Ex. A-R14. Howe ve r, this  doe s  not me a n tha t the  two me thods  will

10  a lwa ys  produce  ide ntica l re s u lts . Id . Furthe rmore , the  fa ct tha t the  re s ults  a re  s imila r (or e ve n

11

12

13

14

15

ide ntica l) doe s  not me a n tha t S ta ffs  firs t a lte rna tive  is  de ficie nt a s  a  ma tte r of la w. The  Court's

criticis m of the  "ba cking-in" me thod wa s  ba s e d upon its  conclus ion tha t the  Commis s ion wa s  not

cons ide ring the  Compa ny's  FVRB, but wa s  ins te a d de te rmining ra te s  ba se d upon OCRB a nd the n

me re ly e nga ging in a  "supe rfluous  ma the ma tica l e xe rcise " to de te rmine  the  corre sponding FVROR.

See EX. A-R13, Cha pa rra l City a t 13-14, 1] 17 . As S ta ff witness  Parce ll noted,

16

17

18

19

20

21

22

[f`]rom a  financia l and economic perspective , it does  not matte r whe ther
the  ra te ma king impa ct of us ing S ta flf"s  firs t a lte rna tive  is  ne a rly the
same , or even exactly the  same , a s  the  "backing-in" me thod. Chaparra l
City s e e ms  to conclude  tha t the s e  ne a rly ide ntica l re s ults  me a n tha t
S ta ff"s  firs t a lte rna tive  is  a  supe rfluous  ma the ma tica l e xe rcise , a s  the
court us e d tha t te rm in the  Cha pa rra l City ca s e . I do not a gre e  with
this  conclus ion because  S ta ffs  firs t a lte rna tive  express ly cons ide rs  how
to independently ca lcula te  and de te rmine  the FVROR. By contra s t, my
unde rs ta nding, from a  non-le ga l pe rs pe ctive , is  tha t the  court in the
Cha pa rra l City case  pe rce ived the  Commiss ion to be  de te rmining ra tes
by us ing a n OCRB, a nd the n de te rmining the FVROR a s  a  fa ll-out
numbe r, i.e ., without a ny inde pe nde nt a na lys is . This  is  not the  ca s e
with e ithe r of S ta ff"s  proposa ls .

23
Tr. a t 340-41, For the  reasons  s ta ted in the  direct and surrebutta l te s timonies  ofS ta ff witness  Purce ll,

24

25
S ta ff's  firs t a lte rna tive  is  s upporte d by e s ta blis he d principle s  of e conomics  a nd fina nce  a nd is

the re fore  a n a ppropria te  me thod for de te rmining the  Compa ny's  FVROR. S e e  Ex. S -R5, P a rne ll
26

Dire ct, Ex. S -R6, P urce ll S urre butta l. Furthe rmore , no Arizona  ca s e  holds  tha t the  Commis s ion
27

cannot cons ide r modem principle s  of economics  and finance , including those  re la ted to origina l cos t,
28

10



1 when de te rmining a  Company's  FVROR.6

2 None the less , if the  Commiss ion were  to conclude  tha t it is  required by law to se t ra te s  tha t a re

3 highe r than would re sult unde r an origina l cos t approach, the  Commiss ion should none the le ss  re ject

4 the  Compa ny's  propos e d FVROR of 7.6 pe rce nt. In the s e  circums ta nce s , the  Commis s ion s hould

5 ins tead adopt a  FVROR tha t fa lls  within the  uppe r portion of the  range  (6.34-6.54 pe rcent) identified

6 by S ta ff. Although the  Compa ny's  brie f criticize s  S ta ff"s  firs t a lte rna tive  a s  be ing unla wful be ca us e

7 its  re sult is  s imila r to tha t obta ine d unde r the  "ba cking-in" a pproa ch, S ta ff" s  se cond a lte rna tive  doe s

8 not sha re  this  a lle ge d de ficie ncy. In fa ct, S ta ffs  se cond a lte rna tive  produce s  $58,520 more  tha n the

9 Compa ny wa s  a wa rde d in De cis ion No. 68176. Ex. S -R3, S mith Dire ct a t Exe c. S umma ry, RS C-3,

10 Sch. A.

l l Whe n cons ide ring S ta ffs  propos e d ra nge , the  following informa tion ma y be  he lpNrl. The

12 lowe r e nd of this  ra nge , 6.34 pe rce nt, is  the  re sult of S ta flf"s  firs t a lte ra tive , which use s  a  ze ro cos t-

13 ra te  for the  fa ir va lue  incre me nt. Ex. S -R5, P a rne ll Dire ct a t 5. The  uppe r e nd of the  ra nge , 6.54

14 pe rce nt, us e s  1.25 pe rce nt a s  the  cos t ra te  for the  fa ir va lue  incre me nt. Fina lly, the  FERC me thod

15 would produce  a  FVROR of 6.39. Tr. a t 162-64, 352-53. It is  a ppropria te  for the  Commis s ion to

16 ba lance  the se  va rious  re sults  when de te rmining the  Company's  FVROR.

17 111. THE COMMISSION S HO ULD DENY
ADDITIONAL RATE CASE EXPENSE.

THE C O MP ANY' S  R E Q UE S T F O R

18

19

20

21

22

23

24

25

Sta ff continues  to oppose  the  Company's  reques t to recove r additiona l ra te  case  expense  for

the  rea sons  s ta ted in its  Brie f, filed on March 5, 2008. S ta ff's  Op. Br. a t 12. In short, the  Company is

a lready recovering a  normalized leve l of reasonable  and prudent ra te  case  expense  through the  ra tes

es tablished in Decis ion No . 68176. Ex. S -R3, S mith Dire ct a t 20-21. Furthe rmore , in e va lua ting the

348, which prohibite d the  court from a wa rding the  Compa ny a ttorne ys ' fe e s  in conne ction with its

a ppe a l. The  Commiss ion, through the  e xe rcis e  of its  e xclus ive  ra te ma king a uthority, ma y ce rta inly

26

27

28

6 The  Company has  a lso introduced origina l cos t concepts  into the  de tennina tion of the  FVROR. The
WACC is  des igned to measure  the  cos t of the  mixture  of capita l tha t unde rlie s  the  OCRB. Chapa rra l
Br. a t 24.
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1

2

3

4

5

6

7

8

a llow the  Compa ny to re cove r s uch a dditiona l e xpe ns e  if it choos e s . Howe ve r, this  re s ult would

In its  clos ing brie f, the  Compa ny a lle ge d tha t "[t]he  only wa y for the  Compa ny to re cove r a

portion of the  ra te  case  expense  it has  incurred s ince  the  decis ion was issued in September 2005 is  for

the  recovery of additiona l ra te  case  expense  to be  approved in this  proceeding." Chaparra l Br. a t 45-

46. This  s ta tement apparently acknowledges tha t the  Company's  pending ra te  case , which has a  year-

end 2006 tes t yea r, provides  an opportunity for the  Company to recover some of these  expenses  and

to do s o in the  conte xt of a n a udite d ra te  ca s e . This  would be  a  fa r more  a ppropria te  conte xt for

9 considering these  issues than the  present case .

10

l l S ta ff re comme nds  tha t the  Commiss ion a dopt a  FVROR tha t fa lls  within the  ra nge  ide ntifie d

12 by S ta ff, 6 .34-6.54 pe rce nt. S ta ff a ls o re comme nds  tha t the  Commis s ion re je ct the  Compa ny's

13 request to recover additional ra te  case  expense.

14 RES P ECTFULLY s ubmitte d this 21Stda y ofMa rch, 2008.

15

IV. C O NC LUS IO N.

16

17

18

JprNet/Wagner, Senior Staff noe l

...ga l Divis ion
1200 West Washington Street
P hoe nix, Arizona  85007
Te lephone : (602) 542-3402

19

20
Origina l and thirteen (13) copies
of the  foregoing were  tiled this
21Stda y ofMa rch, 2008 with:

21

22

23

Docke t Control
Arizona  Corpora tion Commiss ion
1200 West Washington Street
Phoenix, Arizona  85007

24 Coy of the  fore going ma ile d this
21 da y of Ma rch, 2008 to:

25

26

27

Norman D. James
Jay L. Shapiro
FENNEMORE CRAIG, P .C.
3002 North Centra l Avenue , Suite  2600
Phoenix, Arizona  85012

28
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Scott S . Wakefie ld, Chie f Counse l
RUCO
1110 West Washington Stree t, Suite  220
Phoenix, Arizona  85007

1

1

2

3

4

5

6

7

8

9

1 0

1 1

1 2

1 3

1 4

1 5

1 6

1 7

1 8

1 9

2 0

2 1

2 2

2 3

2 4

2 5

2 6

2 7

2 8

/y4m44 Ilé/L40/

1 3


